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for the services of a secretary for a week.
The secretary spends the entire week typing
reports describing laboratory results derived
from C’s qualified research. C pays E $400 for
the secretarial service, none of which con-
stitutes wages within the meaning of section
41(b)(2)(D). These services, if performed by
employees of C, would constitute qualified
services within the meaning of section
41(b)(2)(B). Thus, pursuant to paragraph
(e)(1) of this section, $260 (65 percent of $400)
constitutes a contract research expense of C.

Example 7. C conducts in-house qualified re-
search in carrying on C’s trade or business.
In addition, C pays F, an outside accountant,
$100x to keep C’s books and records per-
taining to the research project. The activity
carried on by the accountant does not con-
stitute qualified research as defined in sec-
tion 41(d). The services performed by the ac-
countant, if performed by an employee of C,
would not constitute qualified services (as
defined in section 41(b)(2)(B)). Thus, under
paragraph (e)(1) of this section, no portion of
the $100x constitutes a contract research ex-
pense.

§ 1.41–3 Base period research expense.

(a) Number of years in base period. The
term ‘‘base period’’ generally means
the 3 taxable years immediately pre-
ceding the year for which a credit is
being determined (‘‘determination
year’’). However, if the first taxable
year of the taxpayer ending after June
30, 1981, ends in 1981 or 1982, then with
respect to that taxable year the term
‘‘base period’’ means the immediately
preceding taxable year. If the second
taxable year of the taxpayer ending
after June 30, 1981, ends in 1982 or 1983,
then with respect to that taxable year
the term ‘‘base period’’ means the 2 im-
mediately preceding taxable years.

(b) New taxpayers. If, with respect to
any determination year, the taxpayer
has not been in existence for the num-
ber of preceding taxable years that are
included under paragraph (a) of this
section in the base period for that year,
then for purposes of paragraph (c)(1) of
this section (relating to the determina-
tion of average qualified research ex-
penses during the base period), the tax-
payer shall be treated as—

(1) Having been in existence for that
number of additional 12-month taxable
years that is necessary to complete the
base period specified in paragraph (a)
of this section, and

(2) Having had qualified research ex-
penses of zero in each of those addi-
tional years.

(c) Definition of base period research
expenses. For any determination year,
the term ‘‘base period research ex-
penses’’ means the greater of—

(1) The average qualified research ex-
penses for taxable years during the
base period, or

(2) Fifty percent of the qualified re-
search expenses for the determination
year.

(d) Special rules for short taxable
years—(1) Short determination year. If
the determination year for which a re-
search credit is being taken is a short
taxable year, the amount taken into
account under paragraph (c)(1) of this
section shall be modified by multi-
plying that amount by the number of
months in the short taxable year and
dividing the result by 12.

(2) Short base period year. For pur-
poses of paragraph (c)(1) of this section,
if a year in the base period is a short
taxable year, the qualified research ex-
penses paid or incurred in the short
taxable year are deemed to be equal to
the qualified research expenses actu-
ally paid or incurred in that year mul-
tiplied by 12 and divided by the number
of months in that year.

(3) Years overlapping the effective dates
of section 41 (section 44F)—(i) Determina-
tion years. If a determination year in-
cludes months before July 1981, the de-
termination year is deemed to be a
short taxable year including only the
months after June 1981. Accordingly,
paragraph (d)(1) of this section is ap-
plied for purposes of determining the
base period expenses for such year. See
section 221(d)(2) of the Economic Re-
covery Tax Act of 1981.

(ii) Base period years. No adjustment
is required in the case of a base period
year merely because it overlaps June
30, 1981.

(4) Number of months in a short taxable
year. The number of months in a short
taxable year is equal to the number of
whole calendar months contained in
the year plus fractions for any par-
tially included months. The fraction
for a partially included month is equal
to the number of days in the month
that are included in the short taxable
year divided by the total number of
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days in that month. Thus, if a short
taxable year begins on January 1, 1982,
and ends on June 9, 1982, it consists of
5 and 9/30 months.

(e) Examples. The following examples
illustrate the application of this sec-
tion.

Example 1. X Corp., an accrual-method tax-
payer using the calendar year as its taxable
year, is organized and begins carrying on a
trade or business during 1979 and subse-
quently incurs qualified research expenses as
follows:
1979 .................................................... $10x
1980 .................................................... 150x
1/1/81–6/30/81 ........................................ 90x
7/1/81–12/31/81 ...................................... 110x
1982 .................................................... 250x
1983 .................................................... 450x

(i) Determination year 1981. For determina-
tion year 1981, the base period consists of the
immediately preceding taxable year, cal-
endar year 1980. Because the determination
year includes months before July 1981, para-
graph (d)(3)(i) of this section requires that
the determination year be treated as a short
taxable year. Thus, for purposes of paragraph
(c)(1) of this section, as modified by para-
graph (d)(1) of this section, the average
qualified research expenses for taxable years
during the base period are $75x ($150x, the av-
erage qualified research expenses for the
base period, multiplied by 6, the number of
months in the determination year after June
30, 1981, and divided by 12). Because this
amount is greater than the amount deter-
mined under paragraph (c)(2) of this section
(50 percent of the determination year’s quali-
fied research expense of $110x, or $55x), the
amount of base period research expenses is
$75x. The credit for determination year 1981
is equal to 25 percent of the excess of $110x
(the qualified research expenditures incurred
during the determination year including
only expenditures accrued on or after July 1,
1981, through the end of the determination
year) over $75x (the base period research ex-
penses).

(ii) Determination year 1982. For determina-
tion year 1982, the base period consists of the
2 immediately preceding taxable years, 1980
and 1981. The amount determined under
paragraph (c)(1) of this section (the average
qualified research expenses for taxable years
during the base period) is $175x
(($150x+$90x+$110x)/2). This amount is greater
than the amount determined under para-
graph (c)(2) of this section, (50 percent of
$250x, or $125x). Accordingly, the amount of
base period research expenses is $175x. The
credit for determination year 1982 is equal to
25 percent of the excess of $250x (the quali-
fied research expenses incurred during the
determination year) over $175x (the base pe-
riod research expenses).

(iii) Determination year 1983. For determina-
tion year 1983, the base period consists of the
3 immediately preceding taxable years 1980,
1981 and 1982. The amount determined under
paragraph (c)(1) of this section (the average
qualified research expenses for taxable years
during the base period) is $200x
(($150x+$200x+$250x)/3). The amount deter-
mined under paragraph (c)(2) of this section
is $225x (50 percent of the $450x of qualified
research expenses in 1983). Accordingly, the
amount of base period research expenses is
$225x. The credit for determination year 1983
is equal to 25 percent of the excess of $450x
(the qualified research expenses incurred
during the determination year) over $225x
(the base period research expenses).

Examp1e 2. Y, an accrual-basis corporation
using the calendar year as its taxable year
comes into existence and begins carrying on
a trade or business on July 1, 1983. Y incurs
qualified research expenses as follows:
7/1/83—12/31/83 ..................................... $80x
1984 .................................................... 200x
1985 .................................................... 200x

(i) Determination year 1983. For determina-
tion year 1983, the base period consists of the
3 immediately preceding taxable years: 1980,
1981 and 1982. Although Y was not in exist-
ence during 1980, 1981 and 1982, Y is treated
under paragraph (b) of this section as having
been in existence during those years with
qualified research expenses of zero. Thus, the
amount determined under paragraph (c)(1) of
this section (the average qualified research
expenses for taxable years during the base
period) is $0x (($0x+$0x+$0x)/3). The amount
determined under paragraph (c)(2) of this
section is $40x (50 percent of $80x). Accord-
ingly, the amount of base period research ex-
penses is $40x. The credit for determination
year 1983 is equal to 25 percent of the excess
of $80x (the qualified research expenses in-
curred during the determination year) over
$40x (the base period research expenses).

(ii) Determination year 1984. For determina-
tion year 1984, the base period consists of the
3 immediately preceding taxable years: 1981,
1982, and 1983. Under paragraph (b) of this
section, Y is treated as having been in exist-
ence during years 1981 and 1982 with qualified
research expenses of zero. Because July 1
through December 31, 1983 is a short taxable
year, paragraph (d)(2) of this section requires
that the qualified research expenses for that
year be adjusted to $160x for purposes of de-
termining the average qualified research ex-
penses during the base period. The $160x re-
sults from the actual qualified research ex-
penses for that year ($80x) multiplied by 12
and divided by 6 (the number of months in
the short taxable year). Accordingly, the
amount determined under paragraph (c)(1) of
this section (the average qualified research
expenses for taxable years during the base
period) is $531⁄3x (($0x+$0x+$160x)/3). The
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amount determined under paragraph (c)(2) of
this section is $100x (50 percent of $200x). The
amount of base period research expenses is
$100x. The credit for determination year 1984
is equal to 25 percent of the excess of $200x
(the qualified research expenses incurred
during the determination year) over $100x
(the base period research expenses).

(iii) Determination year 1985. For determina-
tion year 1985, the base period consists of the
3 immediately preceding taxable years: 1982,
1983, and 1984. Pursuant to paragraph (b) of
this section, Y is treated as having been in
existence during 1982 with qualified research
expenses of zero. Because July 1 through De-
cember 31, 1982, is a short taxable year, para-
graph (d)(2) of this section requires that the
qualified research expense for that year be
adjusted to $160x for purposes of determining
the average qualified research expenses for
taxable years during the base period. This
$160x is the actual qualified research expense
for that year ($80x) multiplied by 12 and di-
vided by 6 (the number of months in the
short taxable year). Accordingly, the amount
determined under paragraph (c)(1) of this
section (the average qualified research ex-
penses for taxable years during the base pe-
riod) is $120x (($0x+$160x+$200x)/3). The
amount determined under paragraph (c)(2) of
this section is $100x (50 percent of $200x). The
amount of base period research expenses is
$120x. The credit for determination year 1985
is equal to 25 percent of the excess of $200x
(the qualified research expenses incurred
during the determination year) over $120x
(the base period research expenses).

§ 1.41–4 Qualified research for taxable
years beginning after December 31,
1985. [Reserved]

§ 1.41–5 Qualified research for taxable
years beginning before January 1,
1986.

(a) General rule. Except as otherwise
provided in section 30(d) (as that sec-
tion read before amendment by the Tax
Reform Act of 1986) and in this section,
the term ‘‘qualified research’’ means
research, expenditures for which would
be research and experimental expendi-
tures within the meaning of section
174. Expenditures that are ineligible for
the section 174 deduction elections are
not expenditures for qualified research.
For example, expenditures for the ac-
quisition of land or depreciable prop-
erty used in research, and mineral ex-
ploration costs described in section
174(d), are not expenditures for quali-
fied research.

(b) Activities outside the United
States—(1) In-house research. In-house

research conducted outside the United
States (as defined in section 7701(a)(9))
cannot constitute qualified research.
Thus, wages paid to an employee sci-
entist for services performed in a lab-
oratory in the United States and in a
test station in Antarctica must be ap-
portioned between the services per-
formed within the United States and
the services performed outside the
United States, and only the wages ap-
portioned to the services conducted
within the United States are qualified
research expenses unless the 80 percent
rule of § 1.41–2(d)(2) applies.

(2) Contract research. If contract re-
search is performed partly within the
United States and partly without, only
65 percent of the portion of the con-
tract amount that is attributable to
the research performed within the
United States can qualify as contract
research expense (even if 80 percent or
more of the contract amount was for
research performed in the United
States).

(c) Social sciences or humanities. Quali-
fied research does not include research
in the social sciences or humanities.
For purposes of section 30(d)(2) (as that
section read before amendment by the
Tax Reform Act of 1986) and of this sec-
tion, the phrase ‘‘research in the social
sciences or humanities’’ encompasses
all areas of research other than re-
search in a field of laboratory science
(such as physics or biochemistry), engi-
neering or technology. Examples of re-
search in the social sciences or human-
ities include the development of a new
life insurance contract, a new eco-
nomic model or theory, a new account-
ing procedure or a new cookbook.

(d) Research funded by any grant, con-
tract, or otherwise—(1) In general. Re-
search does not constitute qualified re-
search to the extent it is funded by any
grant, contract, or otherwise by an-
other person (including any govern-
mental entity). All agreements (not
only research contracts) entered into
between the taxpayer performing the
research and other persons shall be
considered in determining the extent
to which the research is funded.
Amounts payable under any agreement
that are contingent on the success of
the research and thus considered to be
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